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Has Bush Heard Of Bastiat?
By David R. Henderson
When the government subsidizes an activity, it gives people an incentive to do
more of it. That's true also of unemployment benefits. To receive unemployment
benefits, someone must be unemployed. The unemployment benefit system, in
short, pays people to be unemployed.
By signing the law on Friday that will extend the length of time unemployed
workers can receive unemployment benefits and by signing a similar law last
July, President Bush has made our unemployment rate higher than otherwise.
The legislation that Bush signed will provide seven additional weeks of payments
to people who have exhausted their benefits or will exhaust them soon. Those in
states where the unemployment rate is above 6% would be entitled to an
additional 13 weeks above the 26 weeks of regular benefits.
How much higher is the resulting unemployment rate as a result of this extension
of benefits? As much as four-tenths of a percentage point. So, for example, if the
unemployment rate in November turns out to be 7%, then, without this extension
of benefits, the November unemployment rate would have been 6.6%. Much of
the reasoning and evidence behind this estimate comes from two economists who
were in the Clinton administration: Lawrence Katz, who was chief economist in
the President Clinton's Department of Labor, and Lawrence H. Summers, who
was Clinton's Treasury Secretary and, as the head of President-elect Obama's
National Economic Council, will be the chief economist in the coming Obama
administration.
The reasoning about the effect of unemployment benefits on unemployment is
straightforward. Unemployment benefits, by providing a disincentive to work,
extend the duration of unemployment and keep the unemployment rate higher
than otherwise. It's not that unemployed people are necessarily lazy; it's that they
are rational. They weigh costs and benefits, just as the rest of us do.
In an article in The Concise Encyclopedia of Economics, Summers makes the
point as follows:
Consider, for example, an unemployed person who is accustomed to making $15
an hour. On unemployment insurance, this person receives about 55% of normal
earnings, or $8.25 per lost work hour. If that person is in a 15% federal tax
bracket and a 3% state tax bracket, he or she pays $1.49 in taxes per hour not
worked and nets $6.76 per hour after taxes as compensation for not working. If
that person took a job that paid $15 per hour, the government would take 18% for
income taxes and 7.65% for Social Security taxes, netting him or her $11.15 per
hour of work. Comparing the two payments, this person may decide that an hour
of leisure is worth more than the extra $4.39 the job would pay.
According to a 1990 article in the Journal of Public Economics authored by
economists Lawrence Katz of Harvard and Bruce Meyer of Northwestern
University, who was chief economist in President Clinton's Labor Department, a
13-week extension of unemployment benefits from 1978 to 1983 added 2.2 weeks
to the average duration of unemployment for recipients, raising it from 16.2
weeks to 18.4 weeks. This may sound small, but it translates into a noticeable
increase in the overall unemployment rate.
Here's the math: 2.2 weeks is a 13.6% increase. Because about 40% of the
unemployed receive unemployment insurance, the overall unemployment rate
would be 5.4% (13.6% of 40%) higher than otherwise. Applying this figure to an
unemployment rate of 7% means that if unemployment benefits were not
extended, our unemployment rate would be 6.6%.
Despite his own research and reasoning on the contribution of unemployment
benefits to unemployment rates, Summers has been one of the leading advocates
of extending the length of time for which unemployed workers can receive
benefits. How does he reconcile this policy advocacy with his own reasoning? His
answer would probably be that extending unemployment benefits is a standard
Keynesian measure to keep up the purchasing power of the unemployed so that
they will spend more than otherwise on goods and services.
The problem with that argument is that it ignores what is not seen, to use the
words of the famous 19th century French economist journalist Frederic Bastiat.
In this case, what is not seen is that the money to fund extended unemployment
benefits will come from increased borrowing by the government, and these funds
that the government borrows will then not be used elsewhere.
Most European countries have unemployment benefits that last much longer
than ours. In France, for example, people under age 50 can receive benefits for as
long as 23 months and those over age 50 but under age 57 can get benefits for
three years. That's one main reason that European countries' unemployment
rates, and especially their long-term unemployment rates, are much higher than
ours.
President Bush and Congress have now made long-term unemployment a
somewhat bigger problem here. Throughout his campaign, President-elect
Obama talked about the importance of creating jobs. One straightforward pro-
jobs measure he could take is to repeal President Bush's extension of
unemployment benefits.
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